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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF TBE STATE OF CALI FORNI A

In the Matter of the Appeal of % No. 84A-708-MA

ANDRE AND SUZANNE ANDRESI AN )

Appear ances:

For ellants: Berbert B. Wttenber
ApP Certified Public Acé%untant

For Respondent: Terry L. Collins
Counsel

OP1 NI ON

This appeal is made pursuant to section 18593/
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Andre and Suzanne
Andr esi an agai nst a proposed assessnment of additional
Rggfonal inconme tax In the amunt of $719 for the year

I/ Onfess otfierw se specified, all section references

are t0 sections of the Revenue and Taxation Code as in
effect for the year in issue.
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Appeal of Andre and Suzanne Andresi an

There are two issues to be decided in this
a?peal: (1) whether a note received in partial consider-
ation for the sale of assets of apBeIIants' sol e proprie-
torship was a trade or business debt, and (2) when did

that note bhecome worthless.

~Appel l ants are husband and wife who file joint
personal incone tax returns. In 1978, they purchased a
retail lanp store. Ms. Andresian was the nanager of the
store al though she received no sabryln 1981. -
Andresian, a physician, was not involved in the business.

~I'n March 1981, appellants contracted to sell
the business to Dennis Phillips for$17,000. |n consid-
eration for the transfer, M. Phillips paid $10,000 in
cash at the tinme the agreenent was signed and executed a
note to appellants for "the $7,000 bal ance. The first
payment was to be made in Septenber 1981. The note was
secured by the stock in trade and equi pment, furniture,
and fixtures of the store, all valued at $17,000 in the
sal?slﬁgreenent. The note provided, in pertinent part,
as follows:

Section 4: TIME AND MANNER OF PAYMENT

x ® *

_ said note shall bear the rate of 10%
interest per annum and shall not be anortized
overthe life of the loan. If, in the event,
that any two consecutive Paynents becone in
arrears, the remaining balance, in full, shal
becone inmediately due and payable.

(Resp. Br., Ex. A at 3.)

M. Phillips made only the first $400 nmonthly pay-

ment. He made no further paynents although aPPeIIants
requested paynent several tinmes, both persona and.
through their attorney. In Decenber 1981, M. I||I§S
filed a Chapter 11 bankruptcg petition and on August 31
1982, he filed a Chapter 7 Dbankruptcy petition. On

March 16 1983, he received adischarge in bankruptcy,
apparentfy MAthout an% dividend ordered paid to creditors.
APpeIIants claimed a bad debt deduction for the bal ance

of the note in 1981. Respondent nade several adjustnents
to that return, -but appellants contest only the year in
whi ch respondent maintains that bad debt |oss is deduct-

I ble, 1983, and respondent's characterization of the |oss
as resulting froma nonbusi ness debt.
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Appel  ants argue that the |oan in question was
a debt created or acquired in connection with their trade
or business and that it became worthless with the filing
of the debtor's Chapter 11 petition in Decenber 1981.

~ The question of whether debts are business or

nonbusi ness bad debts has cone before the federal courts
and this board on many occasions. (See generally Wipple
v. Commi ssioner, 373 U.S. 193 [10 L.E4.2d 288] (1963);
épgeal of Robert E. and M _E. Hink and Lester W, Jr. and
ertha m.H nk, . ot. Bd. of Equal., May b, 1983;
Appeal of Richard wm.lLerner, Cal. St. Bd. of Equal., |
Cct. 28, 1980.) In each case, the test to be determ ned
I's whether the debt in question has a proximate connec-
tion to the trade or business of the taxpayer. In
Whi ppl e, supra, the court cautioned that not every incone
orprofrt-making activity has a proximte connection to a
trade or business and that there is a whole spectrum of
profit-seeking activities of which a trade or business is
,ust one narrow category. In the case before us, appel-

ants are not in the business of buying and selling snall
retail shops. The store was an investnent and any bad

debts occurring as a result of this investnent nust
accordi ngly be-considered as nonbusi ness bad debts.

The second question which nust be answered is
at what date the debt owed to appellants was determ ned
to be worthl ess. Respondent argues that only upon M.
Phillips' discharge of indebtedness issued b¥_the bank-
ruptcy court in March 1983 coul d appellants tinally
determ ne that the debt was worthless. W nust agree

In order to show that a bad debt is worthless,
a taxpayer-creditor nmust exhaust every reasonabl e means
of collection and denmonstrate that there was no hope of
recoverln% anything fromthe debtor. |If the notes are
secured, he nust show that he has realized all he can
fromthe security, (Bell v. United States, 120 F.Supp.
931 (M D. Penn. 1954),) The taxpayer-creditor nust
establish, by objective standards, that a substantial
change in the debtor's financial condition occurred in
the year the deduction is taken. (Findley v. Conmi Ssioner

25 T.C. 311 (1955), affd. per curiam 7236 F.2d 959 (34
Gr. 1956).) An attorney's appraisal of the collectabil-
ity or noncollectability of the debt does not establish
worthl essness unl ess supported b ob+ect|ve facts.
(Edwards v. Conmissioner, ¢59,150 T.CM (P-H (1959).)

When M. Phillips failed to make the nmonthly
payments on the outstanding anount due on the | oan,
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appel l ants' attorney wote to hin1requestin? paynent .
According to appellants, the attotney also [ater brought
suit against M. Phillips. In Decenber 1981, M. Phillips.
filed Tor reorganization under Chapter 11 of the Bank-
ruptcy Act (11 U.S.C A § 701 et seq.). The reorganiza-
tion attenpt was apparently unsuccessful and M. Phillips
filed a bankruptcy 8et|t|on under Chapter 7 for full

di scharge of his debts on August 31, 1982. The petition
was granted on March 16, 1983. In January 1983, appel -

| ants received a letter fromtheir attorney that he had
been unsuccessful in overcom ng the bankruptcy of M.
Phillips and that he would recommend witing off the bad
debt. (Resp. Br., Ex. Bat 4.) This letter coupled with
the granting of the bankrugtcg petition two nonths |ater
makes it clear that the debt becane worthless in 1983
rather than 1981.

_ ~ For the reasons stated above, respondent's
action will be sustained in all respects.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T |I'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Andre and Suzanne Andresian against a Rroposed
assessment of additional personal inconme tax in the
anount of $719 for the year 1981, be and the same is
her eby sustai ned.

Done at Sacramento, California, this 4th day
O February , 1986, by the State Board of Equalization,
with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevi ns , Chai rman

Conway H Collis , Menber

WIlliam M Bennett , Menber
Ernest J. Dronenburg, Jr. , Menber
Wl ter Harvey* . Menber

*For Kenneth Cory, per GCovernnent Code section 7.9
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